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c/o Baker & McKenzie
14/ F Hutchison House
10 Harcourt Road
Central, Hong Kong
October 15, 2005

By Hand
Clerk to the Bills Committee
Legislative Council
Central
Hong Kong
Attention: Ms Debbie Yau
Fax: 2869-6794
Email: mleung@legco.gov.hk

Dear Sir:
Re:

Exemption of Offshore Funds from Profits Tax

Thank you for inviting us to the Bills Committee meeting on October 25, 2005 to discuss
The Revenue (Profits Tax Exemption for Offshore Funds) Bill 2005 (“The Bill”). The
Capital Markets Tax Committee of Asia Hong Kong Chapter (“CMTC”) appreciates your
willingness to consider our comments.
We support The Bill. It is a welcome step to clarify tax uncertainty and bring Hong Kong
in line with other major financial centers. We believe that the explicit exemption of
offshore funds from Hong Kong profits tax is essential for promoting and retaining the
fund management industry in Hong Kong.
Background
Until recently, the Inland Revenue Department (“IRD”) did not attempt to subject
offshore funds that trade in Hong Kong securities to Hong Kong tax. However, a few
years ago the IRD appeared to change its tax policy by issuing profits tax returns and
query letters to a number of offshore funds.
Technically, Hong Kong tax law currently subjects any offshore entity that enters into
transactions through its agent in Hong Kong to Hong Kong profits tax. However, explicit
exemption is given to authorized unit trusts, authorized mutual fund corporations and
certain other collective investment schemes which are bona fide widely held and
supervised by a suitable supervisory authority within an acceptable regulatory regime.
Unfortunately, the vast majority of offshore funds are not able to utilize these exemptions.
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Most funds are incorporated in unacceptable jurisdictions, not authorized by recognized
authorities, and/or targeted to a small group of wealthy investors. The Hong Kong
investment industry also manages a significant amount of money for other offshore
entities such as pension schemes, government and semi-government authorities,
insurance companies, other companies and wealthy individuals. All such clients have no
statutory protection from tax.
In practice, the IRD has long taken the view that offshore entities that do not have their
own offices or employees in Hong Kong do not carry on business in Hong Kong and
therefore are not subject to Hong Kong profits tax. The then-Acting Financial Secretary,
Mr. Donald Tsang, wrote in 1993: “In practice, the Inland Revenue Department does not
actively pursue, for profits tax purposes, non-residents who buy and sell Hong Kong
shares.” Other government officials have repeatedly reassured the industry with this view.
This position has served Hong Kong well by encouraging many offshore funds to invest
in Hong Kong and many offshore fund managers to establish a presence in Hong Kong
without incurring a Hong Kong tax charge at the fund level.
If Hong Kong were to enforce the technical provisions in the existing Revenue Ordinance
and subject offshore funds to profits tax, then Hong Kong would be at an incredible
disadvantage as a financial center. No major jurisdiction in the world subjects offshore
funds to direct taxation. Countries such as the United States provide a general exemption
to all types of foreign investors. Hong Kong would find itself unique in the world as a
jurisdiction that subjects offshore funds and other offshore investors to profits tax.
Unquestionably, if the IRD were to pursue enforcement actions against offshore funds,
then large portions of the fund management industry would move out of Hong Kong.
This result is not in line with the Hong Kong government’s desire to build Hong Kong
into a strong international financial center. If would be most unfortunate if Hong Kong
were to become the most aggressive taxing jurisdiction in the world with respect to
offshore funds.
In light of the industry concerns, for the last several years the IRD has suspended
enforcement proceedings against most offshore funds. The Government and industry
agree that it is now time to legislate to ensure that tax concerns do not destroy the fund
industry in Hong Kong.
The Bill
To reinforce Hong Kong’s status as an international financial centre, the Hong Kong
Government has proposed to exempt offshore funds from profits tax. Unfortunately, the
technical drafting of this proposal has proven very difficult. The Bill was introduced to
the Legislative Council in July 2005 to implement the proposal. We greatly appreciate
the hard work that the government has put into this draft legislation and we understand
the government’s concerns that the exemption should not be abused for tax avoidance
purposes.
The Bill has adopted many suggestions submitted by the industry during the consultation
exercise. In particular we are pleased that the independence and association restrictions
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have been removed. In addition, the Government has allayed many other industry
concerns with the release of their Supplemental Notes. Generally, we are happy with the
positions described in the Supplemental Notes. However, we feel that several
interpretations described in the Supplemental Notes should be incorporated into the text
of the legislation. With the minor revisions explained in Appendix A, we think that the
industry should be able to comply with the criteria contained in the proposed legislation.

We trust that you find these comments useful. Should you wish to discuss the above
further, feel free to call me at 2848-6801 or send me an email at
David.Sutherland@MorganStanley.com.

Yours truly,

David Sutherland
For and on behalf of
Capital Markets Tax Committee,
Hong Kong Chapter
L/dc/Hong Kong/Offshore Funds 10-2005 letter.doc
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Appendix A

SUGGESTED TECHICAL CORRECTIONS TO
THE REVENUE (PROFITS TAX EXEMPTION
FOR OFFSHORE FUNDS) BILL 2005
CMTC appreciates the Hong Kong Government’s efforts to address the tax issues facing
nonresidents who invest in Hong Kong. We believe that The Bill is an appropriate
solution and that the positions that the Government describes in the Supplemental Notes
are helpful. However, we believe that it is vital that the positions described in the
Supplemental Notes should be given legislative effect through the following two
revisions to The Bill.
Residence
The Bill limits the exemption to non-resident persons. A corporate non-resident is
defined as a corporation that is centrally managed and controlled outside Hong Kong. In
response to concerns from the industry, the government has released Supplementary
Notes to clarify the interpretation of management and control.
Generally, the industry is pleased with the language of the Supplementary Notes and with
the Government’s commitment to incorporate these concepts into a practice note.
However, given that practice notes are not legally binding, we suggest that the draft
legislative language should be amended by indicating that management and control will
be determined “at the highest level of control of the business of the company”. This
relatively simple change to the legislation should give the industry confidence that the
concepts in the Supplementary Notes will have legal significance.
Scope of Exemption
The Bill grants exemption to transactions which (i) amount to “dealing in securities”,
“dealing in futures contracts” or “leveraged foreign exchange trading” under the
Securities and Futures Ordinance (the qualifying product requirement) and (ii) are carried
out through appropriately licensed or registered persons in Hong Kong (the specified
person requirement). We are concerned that these two requirements as currently drafted
would undermine the effectiveness of the proposed exemption.
1. Qualifying Products
The scope of the relevant provisions of the Securities and Futures Ordinance can be
difficult for a non-securities lawyer to comprehend. Thus, Stephen Fletcher of Linklaters
has prepared a very helpful paper on the qualifying products currently covered in the
proposed legislation (copy attached as Appendix B). According to Stephen, the proposed
list includes most products ordinarily traded by funds, but does not cover the following
products:
•
•
•

Spot foreign exchange transactions;
Deposits, certificates of deposit, bills of exchange and promissory notes;
Borrowing and lending money;
Page 1

•
•
•
•
•
•

Unlisted bonds, debentures or notes issued by Hong Kong private companies;
OTC credit default swaps and other credit derivatives;
OTC interest rate derivatives (swaps, options, swaptions, caps, collars, floors etc);
Physical commodities and OTC commodities derivatives;
Insurance contracts and derivatives over insurance contracts; and
Other commonly-traded derivative products, e.g. weather derivatives, and energy
derivatives.

We understand that the Government did not intend to exclude these types of financial
products and we suggest that the legislation be amended to reflect the expanded scope.
The best way to include these products may be to add the above list to the existing
provisions of the Bill. This is consistent with the Government’s position in the
Supplemental Notes.
We believe that the Government should reserve the power to add to the list to cater for
new products. It would be helpful if the IRD could take note of new products traded by
the fund industry in future years and expand the exemption accordingly instead of going
through the legislative process with the Legislative Council every time that the industry
evolves. Without this power to expand the exempted products, we are concerned that the
industry will need additional legislative relieve almost every year.
2. Specified Persons
The proposed legislation requires that an exempt transaction be carried out through an
appropriately licensed or registered person under the Securities and Futures Ordinance.
There may be important occasions where this requirement will not be met. Most funds
trade a wide geographic range of products. A fund may trade swaps denominated by
Korean equities through a person that is neither licensed nor registered in Hong Kong.
Gains from such OTC instruments may be Hong Kong-source income if the transactions
are negotiated and concluded in Hong Kong. It is essential that the proposed exemption
give fund managers confidence that their transactions in non-Hong Kong markets will be
protected by the proposed legislation.
In light of the above, we believe that the list of specified persons will need to be
expanded to reflect the intention of the Bill. We believe that two changes are necessary.
First, specified persons should include anyone who is exempt from the need to be
licensed. For example, many major industry players are not currently licensed by the SFO
to trade foreign exchange, since these entities are exempt from the need to be licensed. If
The Bill is enacted in its current form, offshore funds would be prevented from using
many major foreign exchange dealers because the SFO does not require them to be
regulated. Second, the government should require that transactions be carried out by
specified persons only if the underlying product is determined by reference to Hong
Kong property. For other property (e.g., a swap denominated by a share listed on the
Korean stock exchange), it should not be necessary to use a specified person (as currently
defined).
With these suggested revisions, we believe that The Bill will provide the offshore funds
industry with the tax certainty they need to expand their operations in Hong Kong.
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